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Real Estate Industry Developments— 1999/2000
Industry and Economic Developments
General Industry Trends and Conditions
What are the overall conditions and recent trends in the real estate 
industry? What impact have they had?
For the past several years, this Audit Risk Alert has described the 
real estate industry as “recovering,” in effect, defining current 
conditions by looking backwards to the depressed conditions of 
the recent past. We no longer need to look back; the industry has 
recovered. It is now time to look forward, to determine how the 
significant trends of the past several years have fundamentally re­
structured the industry and where these new market dynamics are 
likely to lead.
The United States continues to have the strongest, most diverse, 
and most resilient economy in the world. The general economic 
expansion of the 1990s has slowed, but fears of recession are not 
significant. Most real estate markets reflect these positive eco­
nomic conditions. Over the past several years, most geographic 
areas and products have experienced significant increases in occu­
pancy, rent levels, and sales prices, and they are now in equilib­
rium. Supply and demand fundamentals are comfortably in 
balance, and most observers predict continued stability because 
there are few signs of overbuilding.
Nevertheless, in the midst of this overall positive picture, isolated 
pockets of weakness have begun to develop for certain products 
or regions. In this kind of environment, auditors must be careful 
not to ascribe the strength of the overall market to the specific 
properties owned or operated by their clients.
As the final chapters are being written on the 1990s, most analysts 
predict that the decade will be remembered for the revolutionary 
changes that completely restructured industry fundamentals. In
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the past, the real estate industry was described mostly in terms of 
the supply and demand characteristics for particular products or 
regions. Given the events of the past decade, however, traditional 
industry barometers such as supply and demand, the cost of con­
struction, or market competition—though still of fundamental 
importance—can no longer be solely relied upon to analyze the in­
dustry. In order to understand and respond to the risks facing 
today's real estate companies, auditors must now assess conditions 
in the international capital market and the global economy.
What trends have redefined the real estate industry? At the top 
of everyone’s list is securitization—the ability of real estate com­
panies to access capital in the public market place, primarily 
through real estate investment trusts (REITs) and collateralized 
mortgage backed securities (CMBS).
Previously, most real estate companies were financed through pri­
vate investment or bank loans. By and large, the availability of 
capital was related to the underlying fundamentals of the specific 
project, for example, local rental rates, vacancies, or forecasted 
absorption. Today, with the ability to raise funds in the public 
markets, the availability of capital is linked inextricably to global 
capital markets. As a result, the cost and availability of financing 
for a particular project or company may have little, if anything, to 
do with the economic viability of the underlying real estate.
For example, in August of 1998, the recession in Japan and Russia’s 
inability to repay its debt resulted in a “flight to quality,” in which 
investors liquidated their positions in high-yield debt securities, 
such as CMBS, and purchased low-risk, low-yield securities, such 
as U.S. Treasury bills. This departure of CMBS investors trig­
gered a capital crunch in the real estate industry. Many develop­
ments and real estate transactions went unconsummated because 
of a lack of financing. It is important to recognize, however, that 
this lack of financing and resulting market instability had little to 
do with conditions in the real estate industry but, rather, was 
caused by investor concerns about economic conditions halfway 
around the world.
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Overall, the access to public capital markets also has created 
many benefits for the industry, including the following.
• Broader capital platform. With the advent of public financ­
ing, real estate companies now have access to a wider range 
of capital, beyond the traditional private and institutional 
investment sources. A broader capital platform could pro­
vide more stability to the industry—when one financing 
source dries up, alternatives are always available.
• A brake on overbuilding. In the early part of 1998, some 
industry observers were worried that overbuilding could 
plunge the industry into a recession. When the CMBS- 
related capital crunch of August 1998 occurred, all talk of 
overbuilding ceased. Many analysts took this as a positive 
indication that the capital markets may be a new source of 
discipline for the industry.
In addition to securitization, other forces that have helped re­
shape the industry include the following.
• Globalization. Through consolidation and expansion, real 
estate companies are becoming international enterprises. 
U.S. real estate practices are becoming global, for example, 
the standards for “Class A” building amenities and institu­
tional grade property management are beginning to be “ex­
ported” to foreign properties.
• The rise o f large real estate companies. Traditionally, real es­
tate companies tended to be privately held, entrepreneurial 
enterprises. The 1990s witnessed an increasing number of 
real estate companies that eschewed traditional organiza­
tional structures, and, through consolidation, sought to re­
alize the benefits of size.
• Technology. Technology has and will continue to play a sig­
nificant role in reshaping the industry. The Internet has 
greatly enhanced the marketing of commercial property 
and facilitated the exchange of information about underly­
ing industry conditions. The result has been a significant 
decrease in the time available to make real-estate-related
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decisions. In what had previously been a relatively slow- 
moving industry, the speed and availability of information 
made possible by new technology has increased the pace at 
which real estate transactions are finalized.
As a result of these recent trends, the real estate industry will en­
dure significant and lasting change. The exact nature of these 
changes is still largely unknown; more time is needed to observe 
and analyze the interaction of the new dynamics. This is still the 
embryonic stage of what is sometimes described as a revolution, 
but there is a consensus that the real estate industry is now more 
complex and sophisticated than ever before.
Executive Summary— General Industry Trends and Conditions
• The real estate market has fully recovered and is on solid footing as 
the decade draws to a close. In spite of overall strong conditions, 
isolated pockets of depression are beginning to appear for certain 
products and locations.
• The 1990s will be remembered as a time of significant restructuring 
of the industry, which now is tied closely to capital market condi­
tions, the global economy, and advances in technology. This restruc­
turing is still in its infancy, so it remains to be seen how the various 
forces will interact with each other.
• Securitization, meaning, the availability of public financing, occurs 
primarily in the real estate industry through REITs and CMBS.
Industry Segment Conditions
What is the overall condition of individual segments of the real estate 
industry?
Office Market Conditions
The office market continues to be strong and relatively stable. 
Nevertheless, analysts question whether this segment of the mar­
ket will be able to retain its equilibrium because slowing economic 
conditions in specific sectors may decrease demand.
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• Continued strength. The office market continues to per­
form at historic highs, as indicated by all of the significant 
performance yardsticks. Vacancies remain below 10 per­
cent. Average cap rates are in single digits, with assets 
priced above $20 million leading the way at approximately 
8.5 percent.1 Average sales prices for commercial office 
properties are in the $ 150-per-square-foot range.
• Possible weakening demand. The supply of office space re­
mains in check, as there are few signs of overbuilding or 
speculative construction. Any risks to the current equilib­
rium are likely to come from weakened demand. Contin­
ued consolidation and downsizing in industries such as 
financial institutions are likely to drive down the need for 
office space. A reduction in the growth rate of the U.S. 
economy may translate into a slowdown of hiring, which 
also will negatively affect the demand for office space.
• Closer ties to capital market fluctuations. Over the past few 
years, office properties have had the largest amount of in­
vestment activity. Because of this transaction velocity, the 
office market is among those that are most susceptible to 
disruptions in the capital markets. For example, during the 
capital crunch experienced in the latter half of 1998, cap 
rates for prime office space increased 1 percent to 2 percent 
in the space of only a week or two.
Industrial Market Conditions
During the 1990s, U.S. businesses invested heavily to modernize 
their manufacturing facilities, and world trade increased dramati­
cally. These trends resulted in increased demand for industrial space, 
and the sector has been healthy for several years. Last year’s Audit
1. The market value of income producing properties frequently is estimated using the in­
come approach. Under this approach, the property’s net operating income is divided 
by the cap rate to determine its estimated market value. Thus, in an environment in 
which comparable properties are “capping out” at 8.5 percent, a property that cur­
rently is generating $100,000 of net operating income would have an estimated mar­
ket value of $100,000 ÷ 8.5 percent, or $1,176,000. Conceptually, a cap rate is similar 
to a market rate of return. When cap rates are declining, property values increase.
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Risk Alert noted signs that the industrial market was weakening, and 
these signs continue. Vacancy rates have risen one-half a percentage 
point to nearly 9 percent, and there are signs of increased speculative 
building. Still, industrial property weakness seems targeted to spe­
cific cities or regions and does not yet appear to be endemic.
The performance of industrial properties depends to a great deal 
on the status of U.S. exports. Properties that are located at the 
center of active trade routes or products manufactured that are in 
demand overseas will perform well. During the past year, exports 
to Asia have shrunk in the wake of the regions continuing eco­
nomic problems. However, exports to Europe and within the 
western hemisphere have increased. Thus, those properties that 
serve as north-south or European trading centers will perform 
better than those properties with Trans-Pacific ties.
Certain industries have performed well overseas while others con­
tinue to lag. The auto industry, foods sector, apparel, textiles and 
industrial supplies all have seen a decrease in the amount of ex­
ports. Industrial properties that depend heavily on these kinds of 
exports will perform poorly.
In addition to overseas trade, the other leading indicator for in­
dustrial properties is the number of U.S. manufacturing jobs. It 
has been widely reported that North American Free Trade Agree­
ment (NAFTA) created half a million U.S. manufacturing jobs, 
which is tied directly to the increased demand for industrial real 
estate experienced in the mid 1990s. Do not expect this increase 
in manufacturing jobs to continue. In fact, in light of the general 
slowing of the U.S. economy, some economists actually are pre­
dicting a decline in the number of manufacturing jobs over the 
next several years. Once again, expect that this decline will be 
concentrated in specific cities and kinds of property, and will not 
necessarily be widespread.
Retail Market Conditions
For the past several years, retail markets have lagged behind other 
segments of the industry. Many retail markets became overbuilt, 
and the competition for the consumer’s dollar was intense. Retail 
investors overestimated or misunderstood the United States eco­
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nomic expansion of the 1990s, which was driven by technology 
companies, the stock market, and business investment, and not 
by personal consumption. It now appears that the retail market is 
starting to rebound, as both investors and analysts report the fol­
lowing significant trends.
• Increases in personal income and consumption. Disposable 
personal income continues to post solid increases between 
4 percent and 5 percent. Personal consumption also con­
tinues to rise.
• Stronger retail performance. As personal consumption in­
creases, the performance of retailers continues to improve, 
both in terms of sales per square foot and in same store sales.
• E-commerce. The threats to traditional retailing posed by e- 
commerce appear to be exaggerated. Certainly, e-com­
merce is a quickly growing retail segment, with sales 
projected to increase fivefold to around $35 billion by 
2002. Nevertheless, personal consumption expenditures 
for the United States are approximately $6 trillion, which 
means that less than one-half of one percent of retail pur­
chases is made on-line. Although the Internet can not be 
ignored, do not expect it to have a significant influence on 
the retail real estate market.
Residential Market Conditions
Like other market segments, residential real estate, both single- 
and multi-family, continues to perform well. For the past several 
years, this sector has remained remarkably sensitive and quick to 
react to changing market conditions. The result has been unchar­
acteristic stability, as new housing starts, and rental occupancies 
and rates have held steady.
More than anything else, the residential real estate market is dri­
ven by demographics. The most significant demographic trend 
continues to be aging of the American population, which has cre­
ated many significant opportunities for housing the elderly. 
These opportunities are expected to continue. As the baby 
boomers enter their fifties, their children are entering college.
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This group of young Americans has had a significant impact on 
the economy, as demonstrated by teen-oriented marketing, con­
sumer goods, and entertainment. Look for this group to have a 
similar impact on residential housing markets. As this generation 
leaves college and enters the workforce, the demand for entry- 
level housing will increase.
On the financing side, multifamily housing properties continue 
to be in favor with institutional investors. If public financing op­
portunities for residential properties begins to wane (for example, 
if, as some analysts predict, REITs begin to liquidate their resi­
dential real estate assets), there seems to be enough institutional 
investor interest in the segment to fill the void.
Real Estate Investment Trusts
What are the general conditions for REITs? How are REITs changing?
In general, REIT shares have been in decline recently. For a time, 
REITS were trading at a premium to Net Asset Value, but those 
days appear to be past. Most analysts describe the drop in REIT 
share prices as an indication of overvalued share prices, which is 
less alarming than the alternative of overvalued real estate.
Before their explosion in the 1990s, most investors viewed REITs 
as income-yield stocks, similar to public utilities. During the last 
decade, that perception shifted, and, as REITS continued to ag­
gressively pursue deals, they came to be perceived as growth 
stocks. Now, the pendulum seems to have swung back the other 
way. The REITS have become less deal driven, and investors are 
looking at them once again as income stocks.
To adapt to the new investor expectations, REITS will begin to 
manage their businesses in new ways, for example by—
• Repositioning their properties to improve occupancy and 
increase rents.
• Selling assets with unrealized capital gains to produce 
yields to investors and raise capital.
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• Seeking operational efficiencies, for example, through 
consolidation.
Executive Summary— Industry Segments and REITs
• The office market remains strong with no signs of speculative build­
ing. Any downturn in this sector is more likely to come from the de­
mand side as a result of downsizing and consolidation in heavy office 
users such as financial institutions.
• The industrial market shows some signs of weakness in areas tied to 
Asian trade or the manufacture of products that have not performed 
well overseas. A number of economists predict a decrease in the 
number of manufacturing jobs over the next several years, which will 
put additional downward pressure on industrial properties.
• The retail market may have bottomed out and is now on an up­
swing, as evidenced by improvement in industry profitability and 
performance measures.
• Multifamily and residential housing markets remain strong and stable. 
The demographic trends, particularly entry-level and elderly housing, 
are positive.
• REITs are in the midst of significant changes as stock prices have ad­
justed downward to be more reflective of net asset values. Look for 
REITs to adopt strategies to increase the yield to their investors and 
generate capital internally.
Current Audit Issues
Assessing Audit Risks in the Current Environment
How do current economic trends and industry conditions affect the risks 
associated with auditing real estate entities?
The proper planning and execution of an audit always has relied 
upon the auditor’s understanding of the real estate industry and 
the nature of the client’s business. For most CPA firms, this in- 
depth understanding has required the involvement of experi­
enced partners and managers early and often in the audit process. 
In today’s real estate environment, the judgment and perspective
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of knowledgeable and experienced auditors is even more impor­
tant than it was in the past.
Recent Trends May Not Continue
During the industry recovery in the second half of this decade, 
many commercial property owners enjoyed a significant increase 
in the value of their real estate. Vacancy rates fell and landlord 
concessions virtually ceased to exist. Rental rates and cash flows 
increased. But the industry is now in the mature phase of recov­
ery. Most markets are in equilibrium, and auditors should be 
skeptical of performance projections based on the assumption 
that recent upward trends will continue indefinitely.
Isolated opportunities for significant growth do exist. For exam­
ple, a number of existing commercial leases were negotiated dur­
ing the industry crash of 1990 to 1993. Those leases are far below 
current market rents, which creates the opportunity for “cash-flow 
spikes” if these leases roll over. But in general, auditors should be 
wary of cash-flow projections or valuations based on overly opti­
mistic future growth.
Be Alert for Isolated Pockets of Depression
The overall conditions of the U.S economy and the real estate in­
dustry are good. At the same time, the exceptions to the general 
trends are sufficient to cause some analysts to raise warning signs. 
Auditors must do their homework to understand the conditions 
in the local markets and the products of their clients to make sure 
to identify any indications of softening conditions.
Moreover, some analysts expect this kind of dissonance to con­
tinue in the future, as the industry will be comprised of recession 
zones of geographic markets or products that perform poorly in 
the midst of overall market strength. Auditors should adjust their 
audit planning procedures to take into account an industry with 
widely varying conditions.
Help Desk—Two excellent research reports are available online 
to help auditors understand real estate market conditions for dif­
ferent products and cities. Landauer Real Counselors publishes 
Real Estate Market Forecast, which can be purchased and immedi-
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ately downloaded at www.landauer.com. The Society of Indus­
trial and Office Realtors publishes Comparative Statistics of 
Industrial and Office Real Estate Markets, which can be pur­
chased and downloaded directly from www.sior.col. Both of these 
reports are extremely detailed and comprehensive and will help 
real estate auditors not only plan their audits, but deliver high- 
quality client service.
Understand Emerging Risks in a Restructured Industry
The availability of capital always has played a significant role in de­
termining the health of the real estate industry. The emergence of 
public capital financing poses a new set of risks for the industry and its 
auditors. The capital crunch of 1998 is just one example of how the 
real estate industry can be disrupted by events that have little to do 
with underlying market fundamentals. The linkage between real es­
tate and the capital markets is still evolving, so it will be difficult to an­
ticipate the timing and nature of any future disruptions to the 
industry caused by international capital markets. Nonetheless, dur­
ing audit planning, auditors should make a concerted effort to un­
derstand the risks associated with the financing alternatives chosen 
by their clients. Most analysts are convinced that the most serious 
risks to the existing market equilibrium lie outside the industry itself.
Other Audit Issues
How have industry consolidation and the rise of the large real estate 
company changed client operations? How will these changes affect the 
planning and performance of the audit?
As real estate entities have gotten larger, they have begun to acquire 
characteristics common to large corporations. Two of those charac­
teristics include the emergence of audit committees and internal 
audit functions.
Audit Committees
Statement on Auditing Standards (SAS) No. 61, Communication 
With Audit Committees (AICPA, Professional Standards, vol. 1, 
AU sec. 380), requires auditors to communicate certain matters 
to those who have responsibility for the oversight of the financial 
reporting process. For the purposes of this standard, the recipient
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of the communications is referred to as the audit committee. The 
auditor is only required to make these communications in audits 
of the following:
1. Entities that either have an audit committee or that have 
otherwise formally designated oversight of the financial re­
porting process to a group equivalent to an audit committee
2. All SEC engagements (This term is specifically defined in 
footnote 2 of SAS No. 6.) SAS No. 61 requires the follow­
ing matters to be communicated:
• The auditor’s responsibility under generally accepted 
auditing standards (GAAS)
• Significant accounting policies
• Management judgments and accounting estimates
• Significant audit adjustments
• The auditor’s responsibility for other information in 
documents containing audited financial statements, any 
procedures performed and the results
• Disagreements with management
• Consultation with other accountants
• Major issues discussed with management prior to reten­
tion, and
• Difficulties encountered in performing the audit.
The Report and Recommendations o f the Blue Ribbon Committee 
(the Committee) on Improving the Effectiveness o f Corporate Audit 
Committees (the Report) was released in March 1999. The Com­
mittee, sponsored by the National Association of Securities Deal­
ers (NASD) and the New York Stock Exchange (NYSE), 
developed the Report to put forth recommendations aimed at en­
hancing the effectiveness of audit committees. The recommenda­
tions seek to strengthen the independence of the audit 
committee, make the audit committee more effective, and ad­
dress mechanisms for accountability among the audit committee, 
the outside auditors, and management.
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Help Desk: The General A udit Risk Alert— 1999/2000 con­
tains additional information on audit committees and the Re­
port of the Blue Ribbon Committee. See the AICPA Web site: 
http://www.aicpa.org to download the report.
Internal Audit Function
An effective internal audit function can significantly improve a 
client's controls that, in turn, will affect the nature, timing, and 
extent of the auditors procedures. The objectives of an internal 
audit are different from the objectives of a GAAS audit, but, in 
some instances, the evidence obtained by an internal audit will 
be relevant and useful for the auditor. Additionally, the internal 
audit function may be able to perform certain audit procedures 
under the direction of the auditor.
Guidance on an auditor's consideration of the internal audit func­
tion is contained in SAS No. 65, The Auditors Consideration o f the 
Internal Audit Function in an Audit o f Financial Statements (AICPA, 
Professional Standards, vol. 1, AU sec. 322). At a minimum, the audi­
tor should obtain an understanding of the internal audit function 
within the context of the client's controls, that is, identify those in­
ternal audit activities that are relevant to planning the audit.
An auditor may choose to involve the internal auditors in one 
of two ways: (1) using the internal auditors’ work as a means to 
reduce the nature, timing, and extent of the auditor’s own proce­
dures, or (2) using internal audit personnel under direct super­
vision of the auditor. Regardless of the way in which internal 
auditors are involved, the auditor must assess the competence 
and objectivity of the internal audit function.
In order to use the work of the internal auditors to modify the 
nature, timing, and extent of the audit procedures, the auditor 
must also evaluate the effectiveness of the internal auditor’s 
work. If internal auditors are used under the auditor’s direct su­
pervision, the auditor must review and evaluate the work per­
formed by the internal auditors as well as inform them of their 
responsibilities.
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Areas of Increased Scrutiny by Standards-Setting Bodies
What major audit issues addressed by standards-setting bodies are 
likely to affect real estate entity audits?
During the past year, standards-setting bodies and others charged 
with protecting the public interest have directed their scrutiny to­
ward two important areas that will affect most real estate audits.
Financial Statement Materiality
Ever since Securities and Exchange Commission (SEC) Chair­
man Arthur Levitt’s well-publicized speech on earnings manage­
ment, the SEC and others have been focused on curbing 
perceived accounting abuses. One of these alleged abuses occurs 
with companies that deliberately misstate their financial state­
ments in amounts they claim to be immaterial.
Financial statement preparers and their auditors should not rely 
exclusively on quantitative benchmarks to determine whether an 
item is material to the financial statements. As stated in Financial 
Accounting Standards Board (FASB) Statement of Financial 
Accounting Concepts No. 2, Qualitative Characteristics o f Ac­
counting Information, qualitative characteristics are equally im­
portant in determining materiality, and preparers and auditors 
should consider whether, in light of the surrounding circum­
stances, a reasonable investor would consider the item to be im­
portant. Materiality is not a refuge for company management 
wishing to justify deliberate misstatements.
During 1999, the SEC staff released Staff Accounting Bulletin2 
(SAB) No. 99 related to materiality. This SAB addresses the ap­
plication of materiality thresholds to the preparation and audit of 
financial statements filed with the SEC. The SAB does not create 
new standards or definitions for materiality, but reaffirms the 
concepts of materiality as expressed in the accounting and audit­
ing literature as well as in long-standing case law. In general, the
2. SABs are not rules or interpretations of the SEC; they represent interpretations and 
practices followed by staff of the Office of the Chief Accountant and the Division of 
Corporation Finance in administering the disclosure requirements of the federal 
securities laws.
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SAB reaffirms the guidelines for materiality described in FASB 
Concepts Statement No. 2 and also states that management 
should not make intentional immaterial errors in the financial 
statements to manage earnings. As more and more real estate 
companies become publicly held, the applicability of SEC ac­
counting guidelines also will increase. The General A udit Risk 
Alert—1999/2000 describes SAB No. 99 in more detail.
Help Desk: You can download this SAB at h ttp://www.aicpa.org. 
Auditor Independence
Independence is not only the bedrock of the public accounting 
profession, it also plays a vital role in the smooth functioning of 
our economy. The U.S. economic system, particularly the real es­
tate industry, relies on third-party investors to finance large cor­
porations. These investors must be able to trust the fundamental 
integrity of those who manage the day-to-day operations and 
their auditors, and believe that these people will act in the best in­
terests of the company and not for their own self-enrichment.
Objectivity is highly subjective and hard to evaluate, and so inde­
pendence serves as a surrogate for objectivity, based on the as­
sumption that a person without a conflicting or shared interest is 
more likely to act in the best interests of third-party investors.
The second general standard (AICPA, “Generally Accepted Au­
diting Standards,” Professional Standards, vol. 1, AU sec. 150.02) 
of generally accepted auditing standards (GAAS) requires that in 
all matters relating to the audit engagement, an independence in 
mental attitude is to be maintained by the auditor. SAS N o. 1 
(AICPA, Professional Standards, vol. 1, AU section 220.03) pro­
vides that “...to be independent, the auditor must be intellectu­
ally honest; to be recognized as independent, he must be free 
from any obligation to or interest in the client, its management, 
or its owners.” These descriptions of independence are quite sub­
jective, and consequently, the professional rulings and guidance 
concerning independence can be quite detailed and complicated.
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It is impossible to anticipate every circumstance or relationship 
that could impair independence. In general, auditors should be 
alert for the following, which may threaten their independence.
• Making management decisions or performing management 
functions. The auditor can perform nonattest services for a 
client for which he or she performs an attest function (the 
audit) that requires independence. However, the practi­
tioner must evaluate the nonattest service as it relates to in­
dependence. Most important, the practitioner should not 
perform management functions or make management de­
cisions for the attest client, as this would hamper indepen­
dence. See “Performance of Other Services,” in 
Independence (AICPA Professional Standards, vol. 2, ET sec. 
101.05).
• Litigation. The threat of the auditor becoming intimidated 
or threatened by an overbearing or dominating member(s) 
of management, for example, if the audit client indicated it 
may file a lawsuit against the auditor. See Interpretation 
101-6, “The Effect of Actual or Threatened Litigation on 
Independence,” of ET section 101 (AICPA, Professional 
Standards, vol. 2, ET sec. 101.08).
• Financial Interest. The threat to the auditor's objectivity 
due to financial interest, for example, if the firm’s partners 
invest in a limited partnership operated by a client. See In­
terpretation 101-8, “Effect on Independence of Financial 
Interests in Nonclients Having Investor or Investee Rela­
tionships with a Member’s Client,” of ET section 
101 (AICPA, Professional Standards, vol.2, ET sec. 101.10), 
and Ruling No. 81, “Member’s Investment in a Limited 
Partnership” (AICPA, Professional Standards, vol. 2, ET 
sec. 191.162-.163).
• Potential employment with client. The threat of the auditor 
failing to exercise professional skepticism because of being 
overly familiar or trusting of the client, which might hap­
pen, for example, if the individual participating in the en­
gagement considers a position with the client. See Ruling
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No. 77, “Individual Considering or Accepting Employ­
ment with the Client,” of ET section 191 (AICPA, Profes­
sional Standards, vol. 2, ET sec. 191.154-.155).
Auditors of nonpublic companies must adhere to the indepen­
dence rules established by the AICPA.
Help Desk— CPA firms have become increasingly more in­
volved in offering consulting and other services to audit clients. 
Providing these services can sometimes impair an auditor's in­
dependence. Interpretation 101-3, “Performance of Other Ser­
vices,” o f  ET section 101 (AICPA, Professional Standards, vol.
2, ET sec. 101.05), provides an excellent summary of a wide 
variety of services and whether they would be considered to im­
pair independence. A copy of this Interpretation can be found 
in the May 1999 issue of the AICPA Journal o f Accountancy.
Assessing independence can be a complex and time-consum­
ing undertaking. The AICPA can offer assistance. Call (888) 
777-7077 to speak to a member of our Professional Ethics 
team with your questions relating to AICPA independence 
standards. You may also submit your question in an email to: 
ethics@aicpa.org.
To assess the independence of auditors of a publicly held entity, 
the practitioner should keep in mind AICPA and SEC standards, 
along with those set by the recently formed Independence Stan­
dards Board (ISB). Consider, for example, the SEC view that 
there is a threat to the auditor’s independence caused by a self-re­
view of services performed by the auditor or the auditor’s firm 
during the audit. Independence would be threatened if the audit 
firm’s consulting group prepares an appraisal of a client-owned 
property, for example Auditors of publicly held entities should 
keep abreast of these standards, which continue to change.
Help Desk—The ISB staff answers auditor independence in­
quiries (regarding auditors of public companies only) from 
practitioners, registrants, and other interested parties on both a 
formal and informal basis. Formal inquiries, which must be 
submitted in writing, result in written staff interpretations that 
can be relied upon by the requesting parties as authoritative in 
dealing with the SEC. If and when the ISB Board ratifies the
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staff interpretations, staff interpretations represent authorita­
tive guidance for all registrants and their auditors. For further 
information, contact the ISB at (212) 596-6133 or visit their 
Web site at http://www.ISB@cpaindependence.org.
Other Practice Issues
Auditors as Business Advisers
How can auditors adopt a business adviser approach to add value to 
work done for their clients?
As a mature product, the audit has some attributes of a commod­
ity, distinguishable to many clients only on the basis of price. Ac­
cordingly, many auditors of real estate entities are recognizing the 
need to broaden their audit practice by providing consulting ser­
vices to their clients. But, what approach should auditors use to 
enter the consulting field?
One choice is the business adviser approach, which provides 
clients with consulting services driven by customer need. Al­
though the most common tack is to develop a consulting product 
first and then try to sell that product to the audit client, the busi­
ness adviser approach starts by identifying customer needs. After 
identifying those needs, the adviser presents specific guidance to 
the client. This allows the adviser/practitioner to contribute total 
business solutions that are more valuable than off-the-shelf con­
sulting products.
The business adviser approach uses the audit as a basis for under­
standing the client and the client's industry with the goal of iden­
tifying needs across a broad range of business issues. The auditor 
using the business adviser approach should—
• Understand the clients business processes beyond that re­
quired to audit the client's financial statements.
• Analyze the client’s industry according to how it affects the 
client's business plan, in addition to how it affects audit risk.
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• Identify client needs across a broad range of business issues 
and offer suggestions for addressing those needs.
• Engage the client in a dialogue about broad business mat­
ters, in addition to matters of audit significance.
These procedures will identify not only new consulting opportu­
nities, but also deeper insights gained into client operations will 
also improve audit effectiveness and efficiency.
With this knowledge in hand, the auditor can use existing 
firm resources, including the relationship with the client, 
knowledge of the client and the industry in which it operates, 
and in-firm expertise, to incrementally and selectively build a 
consulting practice. Auditors can build on strengths and skills 
they already have in areas in which business owners would 
most naturally look to a CPA for advice, such as cost analy­
sis and reduction, internal control, information management, 
and technology.
The basic steps in the business adviser process are the following.
• Target selected clients. Choose those clients from which 
there is a reasonable expected return on investment.
• Develop a strategy with the audit team. Develop a tenta­
tive plan for identifying client needs.
• Conduct a dialogue with the client. Meet with the client to 
discuss plans for implementing the business adviser program.
• Conduct the audit considering client needs. Perform the 
audit and identify client needs while developing possible 
solutions over a wide range of business issues.
H elp desk— For further information on this subject, the 
AICPA publication, “Make Audits Pay: Leveraging the Audit 
into Consulting Services, “ (Product No. 006704kk) which 
provides a detailed road map for auditors interested in adopt­
ing the business adviser approach for providing consulting ser­
vices to their clients. Included in the book are diagnostic 
practice aids to help identify client needs along with recom­
mended solutions.
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Executive Summary— Current Audit and Other Issues
• The effective and efficient audit o f a real estate entity’s financial 
statements will require the early involvement of a firm’s most experi­
enced auditors. Considerable judgment and expertise is needed to 
identify audit risks in an industry with isolated pockets of depression 
whose overall health is closely linked to the global economy and the 
public capital markets.
• As real estate entities have grown in size, they have adopted some of 
the operating characteristics of larger entities, including the forma­
tion of audit committees and internal audit functions. The role of 
the audit committee has been the subject of several recent initiatives 
of audit standards-setting bodies.
• Standard setters have also issued new guidance on financial state­
ment materiality and auditor independence as part of an ongoing ef­
fort to curb perceived earnings management.
• Auditors should consider adopting a business adviser approach to 
add value in contributing to total client business solutions.
Audit and Accounting Issues of Continuing Importance
What auditing and accounting issues in the real estate industry 
continue to be of concern? How have current economic conditions 
affected those issues?
Revenue Recognition
During the past few years of industry recovery, many real estate 
entities were able to report impressive growth as a result of the 
improvement in the underlying real estate. Some entities may be 
under continued pressure to maintain this rate of growth even 
though the industry has now recovered and the substantial gains 
of the past few years have leveled off.
Auditors should consider the appropriateness of their client’s rev­
enue recognition policies or, especially, changes to those policies. 
Some clients may respond to demonstrate growth in a flattening 
market by changing operating or accounting policies that affect 
the timing or propriety of revenue recognition. In evaluating the
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revenue recognition policies of real estate entities, auditors should 
consider carefully whether the criteria in FASB Statement of Fi­
nancial Accounting Standards No. 66, Accounting for Sales o f Real 
Estate, have been met.
Auditors also should continue to be alert for the following.
• Put arrangements. “Put arrangements may commit a seller, 
its officers, or shareholders to repurchase the property, find 
other buyers, or indemnify the buyer or third-party guar­
antors for risk of loss. These arrangements can significantly 
affect revenue recognition. In a number of cases, put 
arrangements may not be formally documented, so audi­
tors should consider the facts and circumstances surround­
ing property sales to be sure there are no formal or 
informal arrangements of this kind.
• Direct or indirect seller financing. Auditors should consider 
circumstances that would indicate that a seller may have 
directly or indirectly provided the funds for a down pay­
ment (or for the entire purchase price) in a cash sale. Apart 
from precluding the use of the full accrual method of 
profit recognition, such circumstances may create related- 
party transactions that require disclosure as described in 
FASB Statement No. 57, Related Party Disclosures.
• Creative funding arrangements. Some real estate transactions 
are structured to achieve a desired tax result. Auditors should 
analyze such creative funding arrangements to ensure that 
the transaction has been accounted for in accordance with 
generally accepted accounting principles (GAAP).
FASB Statement No. 66 describes examples of real estate transac­
tions that include sales of corporate stock of enterprises with sub­
stantial real estate, sales of partnership interests, and sales of 
time-sharing interests. Questions have been raised as to whether 
the sale of these investments should be accounted for under 
Statement No. 66 or under FASB Statement No. 125, Accounting 
for Certain Investments in Debt and Equity Securities. In EITF 
Issue 98-8, Accounting for Transfers o f Investments That Are in Sub­
stance Real Estate, a consensus was reached that the sale or transfer
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of an investment in the form of a financial asset that is in sub­
stance real estate should be accounted for in accordance with 
FASB Statement No. 66.
In July 1999, the FASB issued Interpretation No. 43, Real Estate 
Sales. This Interpretation clarifies that FASB Statement No. 66 
applies to all real estate sales, not just those made by real estate 
entities. Included within the scope of FASB Statement No. 66 are 
sales of real estate with property improvements or integral equip­
ment that can not be removed and used separately from the real 
estate without incurring significant costs.
Help Desk—For a further discussion of improper revenue recog­
nition and the related topic of earnings management, see General 
Audit Risk Alert 1998/99. In addition, the AICPA publishes “Audit 
Issues in Revenue Recognition,” a valuable look at problematic 
revenue recognition issues discussed from the auditor's perspec­
tive. You may obtain this publication from the AICPA Web site at 
http://www.aicpa.org/members/div/auditstd/pubaud.htm.
Sale-Leaseback Transactions
Industry observers report a growing number of sale-leaseback 
transactions involving corporations that own their facilities. Real 
estate entities may participate in these transactions as the pur­
chaser-lessor.
FASB Statement No. 13, Accounting for Leases, describes the ac­
counting by the purchaser-lessor in a sale-leaseback transaction as 
follows.
• If the lease meets the criteria for classification as a capital 
lease, then the purchaser-lessor should record the transac­
tion as a purchase and a direct financing lease.
• If the lease does not meet the criteria for classification as a 
capital lease, then the purchaser-lessor should record the 
transaction as a purchase and an operating lease.
The primary guidance on accounting by the seller-lessee in a sale- 
leaseback transaction can be found in FASB Statement No. 98, 
Accounting for Leases.
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Segment Reporting
As described more fully in last year's risk alert, many publicly- 
held real estate entities present funds from operations (FFO) or, 
in some cases, “operating income before depreciation and amorti­
zation and write-downs of real estate” in Selected Financial Data 
and Management’s Discussion and Analysis (MD&A). The SEC 
staff believes that such financial statement captions are inappro­
priate because they suggest that the amount represents cash flow 
for the period, which rarely is the case. Cash flow from operations 
is the appropriate financial statement caption, which must be in­
cluded in a balanced presentation with cash flows from investing 
and financing activities when discussing cash flows in MD&A 
and elsewhere. Auditors of public entities should read such infor­
mation and consider whether the information, or the manner of 
its presentation, is materially consistent with that appearing in 
the financial statements.
Help Desk—For additional information on the rationale be­
hind FFO and how to calculate it, visit the Web site of the 
National Association of Real Estate Investment Trusts at 
www.nareit.org.
The SEC staff's view with respect to the presentation of a cash­
flow measure as a proxy for net income and the presentation of 
funds generated from operations are expressed in Accounting Se­
ries Release 142. This release states that if such measurements of 
economic performance are presented in the MD&A section or 
elsewhere, they should not be presented in a manner that gives 
them greater authority or prominence than conventionally com­
puted earnings. In no event should the presentation leave the 
reader with the impression that FFO is the appropriate measure 
of operating performance for the REIT and an appropriate mea­
sure for which dividends are computed and based. Net income 
and cash flows from operating, investing, and financing activities 
remain the appropriate measures.
FASB Statement No. 131, Disclosures about Segments o f an Enter­
prise and Related Information, requires that a public business en­
terprise report financial and descriptive information about its
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reportable operating segments. Generally, financial information 
is required to be reported on the basis that it is used internally for 
evaluating segment performance and deciding how to allocate re­
sources to segments. The Statement also requires that a public 
business enterprise reports a measure of segment profit or loss, 
certain specific revenue and expense items, and segment assets. It 
requires reconciliations of total segment revenues, total segment 
profit or loss, total segment assets, and other amounts disclosed 
for segments to corresponding amounts in the enterprises gen­
eral-purpose financial statements.
Under FASB Statement No. 131, some industry advocates have 
encouraged REITs to report FFO as their measure of segment 
profit and loss in the notes to the financial statements. In May 
1998, the EITF issued Topic No. D-70, Questions Related to the 
Implementation o f FASB Statement No. 131. In answering ques­
tions related to FASB Statement No. 131, the FASB responded 
that if non-GAAP measures of performance are evaluated by the 
chief operating decision maker for purposes of evaluating seg­
ment performance, then those measures should be disclosed as re­
quired by FASB Statement No. 131. Note, however, that FASB 
Statement No. 131 also requires the segment information to be 
reconciled to the entity’s financial statements. Although EITF 
Topic No. D-70 specifically addresses earnings before interest, 
taxes, depreciation, and amortization (EBITDA), it also applies 
to any similar situation, in this case, FFO.
Auditors whose clients report FFO as segment information must 
be sure that the accounting policy and procedures for disclosing 
FFO are in conformity with FASB Statement No. 131. Auditors 
should determine that management uses FFO to evaluate segment 
performance and that the calculation of FFO is consistent with the 
way FFO is described in the financial statements. Auditors also 
should test the reconciliation of FFO to the financial statements.
Asset Impairment
As isolated pockets of depression have begun to surface in se­
lected real estate markets, auditors must remain alert for the pos­
sible impairment of real estate assets. FASB Statement No. 121,
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Accounting for the Impairment o f Long-Lived Assets and for Long- 
Lived Assets to Be Disposed O f provides the primary guidance on 
accounting for the impairment of assets.3 In general, the ac­
counting for the impairment of real estate depends on whether 
the property is to be held for investment or held for disposal. Pro­
jects under development are accounted for in the same manner as 
those held for investment. FASB Statement No. 121 does not 
provide exceptions for assets subject to nonrecourse debt.
Real Estate Properties Held for Investment
Real estate held for investment and projects under development 
should be reported at cost, less accumulated depreciation, and 
should be evaluated for impairment if facts and circumstances in­
dicate that impairment may have occurred. Conditions or events 
such as the following may indicate a need for assessing the recov­
erability of investments in real estate.
• Cash flows from operating activities are insufficient to 
cover debt service.
• Current occupancy rates indicate that future cash flows to 
be received are lower than the amounts needed to fully re­
cover the carrying amount of the investment.
• Major tenants have experienced or are experiencing finan­
cial difficulties.
• A significant portion of leases will expire in the near term.
• Lessors are being forced to make significant concessions in 
order to rent property.
• Properties held for sale remain unsold at subsequent bal­
ance sheet dates.
• Other investors have decided to cease providing support or 
reduce their financial commitment to a project or venture.
3. The FASB currently is preparing an exposure draft that would amend FASB State­
ment No. 121. As part o f this project, certain issues specifically related to real estate 
assets are being addressed, as described in the “On the Horizon” section of this Audit 
Risk Alert. Progress on the deliberations of this matter is posted regularly on the 
FASB Web site.
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• Rental demand for a rental project currently under con­
struction is not meeting projections.
• Auditors’ reports on financial statements of investee prop­
erties are modified for reasons that relate to real estate in­
vestments. An example is an auditor’s report on the 
financial statements of investee properties that is modified 
for a departure from GAAP attributable to improper valu­
ation of assets.
If events or changes in circumstances indicate that impairment 
may exist, the entity is required to estimate the future cash flows 
expected to result from the use of the asset and its eventual dis­
position. An asset is deemed to be impaired if its carrying 
amount exceeds the sum of the expected future cash flows (undis­
counted and without interest charges) from the asset. The im­
pairment is measured as the amount by which the carrying 
amount exceeds the fair value of the asset. After an impairment is 
recognized, the reduced carrying amount of the asset should be 
accounted for as the new cost of the asset and depreciated over 
the remaining useful life. Restoration of previously recognized 
impairment losses is prohibited.
Lack of an asset-impairment evaluation system may indicate a 
material weakness in an entity’s internal controls. Further, a lack 
of documentation generally will increase the extent to which au­
ditors must apply judgment in evaluating the adequacy of man­
agement’s writedowns. Without adequate documentation, there 
also is an increased likelihood that differences will result.
Real Estate to Be Disposed of
Real estate to be disposed of should be reported at the lower of 
the carrying amount or fair value less costs to sell if it is not sub­
ject to the provisions of Accounting Principles Boards (APB) 
Opinion No. 30, Reporting the Results o f Operations— Reporting 
the Effects o f Disposal o f a Segment o f a Business, and Extraordinary, 
Unusual and Infrequently Occurring Events and Transactions, of 
which management, having the authority to approve that action, 
has committed to a plan of disposal. Subsequent revisions to fair 
value less costs to sell should be reported as adjustments to the
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carrying amount of the asset to be disposed of. However, the car­
rying amount may not be adjusted to an amount greater than the 
carrying amount of the asset before an adjustment was made to 
reflect the decision to dispose of the asset. Determination of 
whether the carrying amounts of real estate projects require write­
downs should be done on a project-by-project basis, in accor­
dance with paragraph 24 of FASB Statement No. 67, Accounting 
for Costs and Initial Rental Operations o f Real Estate Projects.
Executive Summary— Audit and Accounting Issues of Continuing 
Importance
• As gains in the real estate industry level out, auditors should pay 
close attention to a client’s revenue recognition policies and any op­
erating changes that could signal a change in timing or propriety of 
revenue recognition.
• Sale-leaseback transactions are on the rise as there are a growing 
number of these transactions involving corporations that own their 
facilities.
• Watch out for the publicly held real estate entities that present funds 
from operations (FFO), a financial statement caption which the 
SEC believes is inappropriate in selected Financial Data and 
MD&A.
• Asset impairment begins to appear as the real estate industry experi­
ences pockets of depression. Accounting for impairment depends on 
the ultimate purpose for which the real estate is held— either for in­
vestment (reflected at cost less accumulated depreciation) or dis­
posal (lower of carrying amount or fair value less costs to sell).
The Year 2000 Issue
How will the Year 2000 Issue affect real estate entities and their 
auditors?
The Year 2000 Issue affects real estate entities in one of two general 
ways. First, like any other company, the Year 2000 Issue will affect 
the computer systems that handle accounting information and 
other transaction processing. Companies that run off-the-shelf, 
Windows-based systems should have a relatively easy time fixing 
any problems because most vendors have or will have versions of
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their software that is Year 2000 compliant. However, problems 
could arise with the following.
• DOS-based software. Many companies have experienced 
Year 2000 problems with DOS-based software. Unfortu­
nately, many real estate companies still run DOS-based 
property management systems.
• Legacy systems. Some real estate companies run custom 
software written in older programming languages. These 
“legacy” systems must be updated to become Year 2000 
compliant.
The second Year 2000 issue faced by real estate companies is less 
obvious but potentially more difficult to solve. Many building 
systems have embedded computer microprocessors that allow 
them to function. Such embedded computers can be found in 
virtually any automated system that controls building functions. 
The most important systems to check for Year 2000 compliance 
include the following:
• Centralized facilities management systems
• Energy management systems
• Elevator and escalator controls
• Environmental management systems
• Fire control systems
• Building security systems
The difficulties with embedded computer processors are that the 
problems related to the Year 2000 are hard to find, numerous, 
and often connected to other systems and to each other.
It is the responsibility of an entity’s management—not the audi­
tors—to assess and remediate the effects of the Year 2000 Issue on 
an entity’s systems. The Year 2000 Issue does not create addi­
tional responsibilities for the auditor. Under GAAS, the auditor 
has a responsibility to plan and perform the audit to obtain rea­
sonable assurance about whether the financial statements are free 
of material misstatement, whether caused by error or fraud. Thus,
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the auditor’s responsibility relates to the detection of material 
misstatement of the financial statements being audited, whether 
caused by the Year 2000 Issue or by some other cause.
The AICPA’s General Audit Risk Alert—1999/2000 provides a 
more detailed discussion of how the Year 2000 Issue affects audi­
tors, including standards- level guidance issued by the Audit Is­
sues Task Force of the Auditing Standards Board.
A more comprehensive discussion of the numerous auditing and 
accounting issues related to the Year 2000 Issue is presented in 
the AICPA publication “The Year 2000 Issue—Current Account­
ing and Auditing Guidance.” The publication has been updated 
for recent developments and provides a wealth of information for 
auditors. This document can be obtained, free of charge, at the 
AICPA’s Web site at www.aicpa.org.
Additionally, the Building Owners and Managers Association 
(BOMA), International has published a comprehensive guide ti­
tled Meeting the Year 2000 Challenge: A Guide for Property Profes­
sionals. The guide contains model letters, contracts, checklists, 
inventory forms covering twenty-five different building systems, 
and model language for business and legal documents. Portions 
of the guide can be downloaded at the BOMA website 
(www.boma.org).
Client Fraud
What is the COSO report on fraud? What are the auditor’s 
responsibilities with regard to client fraud?
In March 1999, The Committee of Sponsoring Organizations of 
the Treadway Commission (COSO) released Fraudulent Financial 
Reporting: 1987-1997, An Analysis o f U. S. Public Companies. This 
study provides an analysis of fraudulent financial reporting inves­
tigated by the SEC subsequent to the issuance of the 1987 Report 
o f the National Commission on Fraudulent Financial Reporting 
(commonly known as the Treadway Commission report). 
COSO’s stated intent in issuing its latest report is to foster a better 
understanding of the nature and causes of financial statement 
fraud, thus guiding future efforts to combat the problem.
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This fascinating report examines incidents of fraudulent financial 
reporting alleged by the SEC in the Accounting and Auditing 
Enforcement Releases (AAERs) issued during the period between 
January 1987 and December 1997. O f the 300 companies iden­
tified as being involved in alleged instances of fraudulent finan­
cial reporting, the study examined a sample of approximately 200 
companies in detail.
The report provides some valuable insights into financial report­
ing fraud by identifying who commits the fraud, what kind of 
fraud is committed, and the implications to auditors. Armed with 
an understanding of the environment in which fraud is com­
monly perpetrated the methods typically used to carry out fraud, 
and the financial statement accounts most often affected, practi­
tioners may find that they are better equipped to assess the risk of 
material misstatement due to fraud on the audit engagements. 
Insights from understanding the COSO report might prove help­
ful for auditors of real estate entities in better understanding and 
fulfilling certain requirements of SAS No. 82, Consideration o f 
Fraud in a Financial Statement Audit (AICPA, Professional Stan­
dards, vol. 1 AU sec. 316). For example, when planning and per­
forming this year’s audits, keep in mind that SAS No. 82—
• Describes two kinds of misstatements that are relevant to 
the auditor's consideration in a financial statement audit. 
They arise from the following:
-  Fraudulent financial reporting
-  Misappropriation of assets
• Requires the auditor to specifically assess the risk of mater­
ial misstatement due to fraud on every audit and provides 
categories of fraud risk factors that the auditor should con­
sider in making that assessment. It provides examples of 
fraud risk factors (see below) that, when present, might in­
dicate the presence of fraud.
• Provides guidance on how the auditor responds to the re­
sults of the assessment.
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• Provides guidance on the evaluation of audit test results as 
they relate to the risk of material misstatements due to fraud
• Describes related documentation requirements, including 
evidence of the performance of the assessment including 
risk factors identified as present and the auditor's response 
thereto
• Provides guidance regarding the auditor’s communication 
about fraud to management, the audit committee, and others.
Some examples of fraud risk factors that may exist in real estate 
entities include the following—
• An excessive interest by management in maintaining or in­
creasing the reported amount of real estate assets through 
the use of unusually aggressive appraisal assumptions
• The use by management of unusually aggressive account­
ing practices in recognizing revenue from real estate sales
• Complicated criteria for recognizing sales transactions, mak­
ing it difficult to assess the completion of the earnings process
• Inadequate responses or an unwillingness to respond to in­
quiries about known regulatory or legal issues, for exam­
ple, the presence of environmental contamination on an 
entity-owned sites
• Interdependent, multiple transactions between the same par­
ties or their affiliates (significant related parties transactions)
• Significant side-agreements or transaction terms not previ­
ously disclosed
• Key contracts awarded without a competitive bidding 
process.
Help desk—It is highly recommended that you read this study
in its entirety. You can obtain the complete report, Fraudulent
Financial Reporting: 1987-1997, An Analysis o f  U.S. Public
Companies (Product No. 990036kk), by calling the AICPA
Order Department at (888) 777-7077. The price is $20 for
AICPA members. For additional guidance on SAS No. 82,
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refer to the AICPA Practice Aid, Considering Fraud in a Finan­
cial Statement Audit: Practical Guidance for Applying SAS No. 
82 (Product No. 008883kk).
Executive Summary— Audit Issues of Continuing Importance
• The Year 2000 issue remains a concern for auditors of real estate en­
tities although it is not the responsibility of the auditors but, rather, 
an entity’s management to evaluate and correct the Year 2000 effects 
on an entity’s systems.
• The COSO report on fraud includes important considerations for 
auditors in the planning phases of the current year’s engagement as 
well as helpful insights into SAS No. 82.
On the Horizon
What proposed accounting standards will have the most significant 
impact on the real estate industry?
Update on Proposed Accounting Standard Affecting the Real 
Estate Industry
Accounting standards setters are on the verge of issuing exposure 
drafts of several statements that will greatly affect the real estate 
industry. Although the final statements will not be issued and ef­
fective for some time, auditors should be aware of how the pro­
posed standards will change existing practice and affect their 
clients. Some clients will require the help of their auditors to un­
derstand or otherwise prepare for the new standards. Auditors 
with a significant practice in the real estate industry may wish to 
become involved in the standards-setting process by preparing 
comment letters to the exposure drafts.
Asset Impairment
The FASB continues its deliberations on the application of FASB 
Statement No. 121. The Emerging Issues Task Force and others 
have raised a number of issues relating to the implementation of
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FASB Statement No. 121. Those issues of particular interest to 
real estate entities and their auditors include the following.
• Capitalized interest and estimates o f future cash flows. In a 
new exposure draft, the FASB is expected to clarify that, 
for assets under development, estimates of future cash 
flows used to test the asset for recoverability would be 
based on the manner in which an entity expects to use the 
asset. Thus, the estimate of future cash flows would in­
clude future capitalized interest costs.
• Held for sale. FASB Statement No. 121 defines assets as 
those assets for which management has committed to a 
“plan to dispose of the assets.” In practice, this phrase has 
been interpreted a variety of ways, so the FASB has devel­
oped a list of six criteria, all of which must be met in order 
to ensure that a plan to sell the assets exists.
• Assessing recoverability. Paragraph 5 of FASB Statement No. 
121 lists five events or changes in circumstances that indicate 
how to assess the recoverability of the carrying amount of a 
long-lived asset. The FASB expects to expand this list to in­
clude an additional item, namely, that management expects 
the asset to be disposed of and, at the expected disposal date, 
more than half of its remaining useful life would remain.
The Board expects to issue an exposure draft in the first half of 2000.
Other Projects
• Accounting for real estate investments. The Accounting Stan­
dards Executive Committee (AcSEC) of the AICPA has 
prepared an exposure draft of a Statement of Position 
(SOP) entitled Accounting for Investors’ Interests in Uncon­
solidated Real Estate Investments. This proposed SOP would 
supersede SOP 78-9, Accounting for Investments in Real Es­
tate Ventures, and change investors’ accounting for real es­
tate investments. AcSEC voted in October 1999 not to 
expose the draft at this time.
39
• Real estate time-sharing transactions. This proposed SOP 
will address several key issues affecting the sellers of time­
sharing arrangements. These issues include revenue recog­
nition, determining the allowance for uncollectible 
receivables, and the deferral of selling costs. To date, 
AcSEC has tentatively concluded that the underlying 
structural basis for the profit recognition model will be the 
retail land sales method described in FASB Statement No. 
66, with inclusion of certain fundamental principles from 
that Statements other-than-retail-land-sales model.
• Cost capitalization. AcSEC recently has started a project to 
address accounting and disclosure issues related to the de­
termination of which costs related to real estate assets 
should be capitalized as improvements or expensed as re­
pairs and maintenance.
Executive Summary— On the Horizon
• Auditors may want to apprise their clients of several proposed ac­
counting standards that will have a significant impact on the real es­
tate industry. It is expected that exposure drafts of two of these 
standards will be issued early in 2000.
• The FASB plans to issue an exposure draft that addresses several is­
sues relating to the application of FASB Statement No. 121 and the 
impairment of long-lived assets. AcSEC is undertaking projects that 
will address key issues affecting time-sharing sellers and the issue of 
when real estate costs should be capitalized versus expensed.
New Auditing and Accounting Pronouncements
What new auditing and accounting pronouncements were issued 
this year?
Authoritative new pronouncements that deal specifically with 
real estate industry matters have been discussed elsewhere in this 
Alert. Auditors should consult the General Risk Alert for a more 
detailed discussion of all new standards not discussed in this 
Alert. The General Risk Alert also describes recently issued Inde­
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pendence Standards, Attestation Standards, Auditing Interpreta­
tions, Attestation Interpretations, AITF Advisories, FASB Tech­
nical Bulletins, and EITF Consensus Positions.
The following table summarizes the Auditing Standards, FASB 
Statements, and AcSEC SOPs issued during the past year.
FASB Pronouncements
S tatem en t N o . 135  Rescission o f  FASB Statement No. 7 5  an d  Technical Corrections
Statem en t N o . 1 3 6  Transfers of Assets to a  Not-for-Profit Organization or Charitable
Trust That Raises or Holds Contributions for Others
S tatem en t N o . 1 3 7  Accounting fo r  Derivative Instruments a n d  Hedging Activities—
Deferral o f  the Effective D ate o f  FASB Statement No. 133
AcSEC Statements of Position
S O P  9 8 -9  
S O P  9 9 -1
S O P  9 9 -2  
S O P  9 9 -3
M odification o f  SO P 97-2, Software Revenue Recognition, 
with Respect to Certain Transactions
Guidance to Practitioners in Conducting an d  Reporting on 
an Agreed- Upon Procedures Engagement to Assist M anagement 
in Evaluating the Effectiveness o f  its Corporate Compliance 
Program
Accounting fo r  an d  Reporting o f  Postretirement M edical Benefit 
( 401(h)) Features o f  Defined Benefit Pension Plans
Accounting an d  Reporting o f  Certain Defined Contribution  
Plan Investments an d  Other Disclosure M atters
AICPA Services
What additional information resources does the AICPA provide?
Order Department
To order AICPA products, call (888) 777-7077; write AICPA 
Order Department, CLA10, P.O. Box 2209, Jersey City, NJ 
07303-2209; fax (800) 362-5066. For best results, call Monday 
through Friday between 8:30 A.M. and 7:30 P.M. EST. Obtain­
ing product information and placing online orders can be done at 
the AICPA’s Web site http://www.aicpa.org.
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Real Estate Industry CPE
• Self study— Real Estate Accounting and Auditing , by 
Michael Ramos (Product No. 730596kk)
• Self study— Real Estate— Tax and Financial Planning,, by 
James Hamill (Product No. 730590kk)
• Group study— Real Estate Accounting and Auditing—Con­
tact your state society for further information.
• Conferences—Real Estate Industry Conference, held an­
nually each November
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about 
accounting, auditing, attestation, compilation, and review ser­
vices. Call (888) 777-7077.
Ethics Hotline
Members of the AICPA’s Professional Ethics Team answer in­
quiries concerning independence and other behavioral issues re­
lated to the application of the AICPA Code of Professional 
Conduct. Call (888) 777-7077.
World Wide Web Site
The AICPA has a home page on the World Wide Web. “AICPA 
Online,” the Web site (URL or uniform resource locator: 
http://www.aicpa.org), offers CPAs the unique opportunity to 
stay abreast of developments in accounting and auditing, in­
cluding exposure drafts. The Web site includes In Our Opinion, 
the newsletter of the AICPA Audit and Attest Standards Team. 
The newsletter provides valuable and timely information on 
technical activities and developments in auditing and attestation 
standard setting.
CD-ROM Disk
The AICPA is currently offering a new CD-ROM product, 
entitled reSource: AICPA's Accounting and Auditing Literature. 
This CD-ROM enables subscription access to the following
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AICPA Professional Literature products in a Windows for­
mat: Professional Standards, Technical Practice Aids, and Audit 
and Accounting Guides (available for purchase as a set which 
includes all Guides and the related Audit Risk Alerts, or as 
individual publications). This dynamic product allows you 
to purchase the specific titles you need, and includes hyper­
text links to references within and between all products. To 
order any publications included on the CD-ROM, call 
(888) 777-7077.
Practitioners Publishing Company (PPC) and the AICPA are 
currently offering publications issued by PPC, the AICPA, 
and the FASB on one CD-ROM disk, entitled The Practi­
tioner’s Library—Accounting and Auditing. The FASB publica­
tions include Original Pronouncements, Current Text, Emerging 
Issues Task Force Abstracts, and FASB Implementation Guides; 
and the AICPA publications include Professional Standards, 
Technical Practice Aids, Audit and Accounting Guides, and Peer 
Review Program Manual. The disk also contains eighteen 
PPC engagement manuals. The disk may be customized so 
that purchasers pay for and receive only selected segments of 
the material. For more information about this product call 
(800) 323-8724.
This Audit Risk Alert replaces Real Estate Industry Develop­
ments—1998/99.
Auditors also should be aware of the economic, industry, regula­
tory, and professional developments that may affect the audits 
they perform, as described in the General A udit Risk Alert— 
1999/2000 (Product No. 022250kk) and Compilation and Re­
view Alert—1999/2000 (Product No. 022240kk) which may be 
obtained by calling the AICPA Order Department.
The Audit Risk Alert Real Estate Industry Developments is pub­
lished annually. As you encounter audit or industry issues that 
you believe warrant discussion in next year’s Audit Risk Alert, 
please feel free to share those with us. We would appreciate
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any other comments that you have about the Alert. You may 
send these comments to LGivarz@aicpa.org.
Leslye Givarz, CPA 
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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APPENDIX A
The Internet— An Auditor’s Research Tool
How can auditors use the Internet to plan and conduct the audit of a real 
estate entity? What kind of information is available on the World Wide 
Web? Where can this information be found?
The Internet contains a vast amount of information that may be 
valuable to auditors of real estate entities, including the following:
• Market forecasts and analyses
• Discussions of current industry trends
• Benchmarking studies and comparative financial and non- 
financial data
• Articles and press releases relating to current industry items 
of interest
• Links to other real estate Internet sites
The Audit Risk Alert—1999/2000 contains a list of general au­
diting and accounting sites. Auditors with clients in the real es­
tate industry also may want to consider the resources listed in 
the following table.
Organization Internet Address
B u ild in g  O w n ers and  M anagers A ssocia tion w w w .b om a.org
C om m ercia l In vestm en t Real Estate N etw o rk w w w .cc im .co m
Institu te o f  Real E state M an agem en t w w w .irem .org
N a tio n a l A ssocia tion  o f  Real E state In vestm en t Trusts w w w .nareit.org
N a tio n a l C o u n c il o f  Real E state In vestm en t Fiduciaries w w w .ncreif.org
Real E state In vestm en t A d visory  C o u n c il w w w .reiac.org
A m erican  R esort D e v e lo p m e n t A ssocia tion w w w .arda.org
S ociety  o f  Industrial and  O ffice  R ealtors w w w .sior.com
The real estate practices of some of the larger CPA firms may also 
contain industry-specific auditing and accounting information 
that is helpful to practitioners.
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